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A Value-Added Tax Contrasted with a National Sales Tax

SUMMARY

President GeorgeW. Bush hasstated that
tax reform is one of his top priorities in the
109" Congress. Both a vaue-added tax
(VAT) and a national sales tax (NST) have
been proposed as replacement taxes for al or
part of our current income tax system. In
addition, there is congressiona interest in
using a consumption tax to finance national
health care or reduce the budgetary deficit.

A firm’svalue added for aproduct isthe
increasein the value of that product caused by
the application of thefirm’ sfactorsof produc-
tion. A VAT onaproduct would belevied at
all stages of production of that product. A
firm'snet VAT liability is usualy calculated
by using the credit method. According tothis
method, afirm determinesits grosstax liabil-
ity by multiplying its sales by the VAT rate.
Then the firm computes its net VAT liability
by subtracting VAT paid on purchases from
other firmsfrom the firm’s gross VAT liabil-

ity.

Thethreetypesof VAT differ intheir tax
treatment of purchases of capital (plant and
equipment). A consumption VAT treats a
firm’s purchases of plant and equipment the
sameway asany other purchaseby afirm. All
developed nations with VAT have the con-
sumption type. The other two typesof VATs
are the income VAT and the gross product
VAT. Under theincome VAT, the VAT paid
on the purchasesof capital inputsisamortized
(credited against the firm's VAT liability)
over the expected lives of the capital inputs.
Under the gross product VAT, no deduction
for the VAT on purchases of capital inputsis
allowed against the firm’s VAT liability. An
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NST would be a federal consumption tax
collected only at the retail level by vendors.
Both a VAT and an NST are assumed to be
ultimately paid by consumers. For calendar
year 2004, abroad-based VAT or NST would
have rai sed net revenue of approximately $70
billion for each 1% levied.

The operating differences between a
consumption VAT and an NST have
important policy implications. The adminis-
trative cost of aVAT would exceed that of an
NST because a VAT would require more
information to be reported and audited. An
opportunity exists for an NST to be collected
jointly with state sales taxes, but a federa
VAT offers no readily available joint collec-
tion possibilities. A consumption VAT with
the credit method more easily excludesinputs
from double taxation than does an NST. A
consumption VAT would be easier to enforce
thanan NST. Itisinthe self-interest of afirm
to have accurate purchase invoices so that it
can obtain full credit for prior VAT paid. Tax
authorities can double check the accuracy of
the VAT remitted by any firm because data
are collected from producers at all levels of
production. A VAT could have abroader tax
base than an NST because aVAT iseasier to
enforce. A VAT could have ahigher tax rate
than an NST because a VAT ismore difficult
toevade. A VAT would require moretimeto
implement than an NST because a VAT is
more complicated, covers more firms, and is
anew tax method. A VAT may belessvisible
to consumersthan an NST. A VAT islevied
at all stages of production, and policymakers
have the option of not requiring the amount of
VAT to be shown on retail sales receipts.

The Library of Congress —~CRS



1B92069 04-20-06

MoOST RECENT DEVELOPMENTS

OnTuesday, May 9, 2006, the Subcommittee on Select Revenue M easures of the House
Ways and Means Committee will hold a hearing on corporate tax reform. Thiswill be one
of a series of Committee hearings on the issue of federal tax reform.

BACKGROUND AND ANALYSIS

President George W. Bush has stated that tax reform is one of histop prioritiesin the
109" Congress. Both a value-added tax (VAT) and a national sales tax (NST) have been
proposed as replacement taxes for part or al of our current income tax system. In addition,
thereiscongressional interestinusingaVAT or aNST to finance national health care. Both
the VAT and the NST are taxes on the consumption of goods and services and are
conceptually similar. Yet, these taxes also have significant differences. This issue brief
discusses some of the potentia policy implications associated with these differences.

Concept of a Value-Added Tax

Thevalueadded of afirmisthedifference between afirm’ ssalesand afirm’ spurchases
fromall other firms. In other words, afirm’ svalue added issimply the amount of value that
afirm contributes to a good or service by applying its factors of production (land, labor,
capital, and entrepreneurial ability). A value-added tax would be atax, levied at each stage
of production, on afirm’s net value added. The credit method is usually used to collect the
VAT. Under the credit method, afirm would calculate the VAT onitssales. Next, afirm
would compute its VAT liability by subtracting the VAT paid on itsinputs from the VAT
on its sales, and would then remit the difference to the federal government to cover its tax
liability.

Therearethreetypesof VATswhichdiffer intheir tax trestment of purchases of capital
inputs (plant and equipment). The consumption-type VAT treats capital purchasesthe same
way as the purchase of any other input (i.e., it is equivalent to expensing). The other two
types of VATs are the income VAT and the gross product VAT. Under the income VAT,
the VAT paid on the purchases of capital inputsisamortized (credit against thefirm’sVAT
liability) over the expected lives of the capital inputs. Under the gross product VAT, no
deduction for the VAT on purchases of capital inputs is allowed against the firm's VAT
liability. The consumption VAT isthe only type of VAT that is used in developed nations
and has been proposed for the United States; consequently, the consumption VAT is
contrasted with the NST in thisissue brief.
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A National Sales Tax

A national salestax (NST) would be afederal consumption tax collected only at the
retail level by vendors. The NST would equal a set percentage of the retail price of taxable
goods and services. Retail vendors would collect the NST and remit tax revenue to the
federal government.

The retail price of a good or service equals the sum of value added at all stages of
production. Consequently, avalue-added tax and a national salestax with the sametax rate
and tax base would yield the same amount of revenue. The operating assumption of
policymakersand economistsisthat bothtaxesarefully shifted forward onto consumers; that
is, the price to the consumer increases by the (full) amount of the tax. For calendar year
2004, a broad-based VAT would have raised net revenue of approximately $70 billion for
each 1% levied.

Policy Implications

The operating differences between a VAT and a NST have many important policy
implications, including thefollowing eight factors: administrative cost, joint tax collections,
avoiding doubl e taxation of intermediate goods and services, enforcement, broadness of tax
base, maximum tax rate, time required to implement, and visibility.

Administrative Costs

Under aVAT, all firmswould haveto report tax information and collect taxes. Under
a NST, firms without retail sales would not report or collect taxes. But the substantial
majority of all firmswould collect the NST sincethey have someretail sales. Under aVAT
with acredit method of collection, each firm must keep invoices on all sales and purchases
from other firms, and these invoices would be subject to audit by tax authorities. Hence, the
value-added tax would require more information to be reported and audited than a national
salestax, and, consequently, aVAT could be expected to be more expensive to administer
than aNST.

Joint Tax Collection

Since 45 states and the District of Columbia have general sales taxes, an opportunity
exists for aNST to be collected jointly with state sales taxes. A federal VAT could not be
jointly collected with state salestaxes. States could convert their salestaxesto aVAT with
the federal tax base, but thisis unlikely since it would require that the states establish an
entirely new tax system. Consequently, no administrative costs saving would be expected
from a VAT, therefore, the collection costs of a VAT can be expected to be higher than a
NST.
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Avoiding Double Taxation of Intermediate Goods and Services

Double taxation occurs if an input is taxed at the time of purchase and then atax is
levied on the same input again when it becomes part of the output of the firm. A
consumption VAT, with the credit method of tax computation, easily excludes inputs from
taxation. The exclusion of inputs from a NST would be more difficult. Usually, firms
buying inputswould haveto provide sellerswith exemption certificates before making their
purchases. At the state level, procedures to exempt input purchases from stete retail sales
taxes have worked imperfectly. It is therefore reasonable to expect that excluding inputs
from taxation would be more difficult with aNST than with aVAT.

Enforcement

With a VAT, afirm would have a financial interest in ensuring that amounts of VAT
paid oninput purchases are accurately reported on its purchase invoices since the firm could
receive credits against its VAT liability. In addition, the VAT would provide the tax
authoritieswith an opportunity to cross-check theamount of VAT collected because dataare
gathered from producers at different stages of production. Some enforcement problems do
exist with aVAT. For example, firms at different stages of production could collude to
falsifyinvoices. But theNST lacksboth the self-enforcing procedure and the cross-checking
opportunity of theVAT. Hence, better complianceisexpectedfromaVAT thanwithaNST.

Broadness of Tax Base

Because of the potential for better enforcement of aVAT, it may be possibleto levy a
VAT on more goods and servicesthan aNST. Thisview issupported by thefact that VATs
of European nations, on the average, are levied on more goods and services than most state
sales taxes in the United States.

Maximum Tax Rate

Both the self-enforcing procedure and the cross-checking opportunity of aVAT would
increasethe probability of atax evader being apprehended. Thus, for agiventax rate, aVAT
is expected to have better voluntary compliance than aNST. In general, as atax rate rises,
the financial gains from tax evasion increase relative to the punishment if apprehended.
Consequently, it is expected that as a consumption tax rate is increased, the level of tax
evasion would rise. Since voluntary compliance with a VAT is expected to be better than
with aNST, the tax rate for aVAT may be raised to a higher level than for aNST before a
problem with tax evasion occurs.

Time Required to Implement

The VAT would take more time to implement than a NST. The VAT is more
complicated and would cover more firms than a NST. Also, business executives are not
familiar with this form of taxation, so the U.S. government would have to conduct an
educational campaign.
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Visibility

The value-added tax may be less visible to consumers than a national sales tax.
Policymakers and economists assume that 100% of both the VAT and the NST are passed
onto consumers. But the perceptions of many consumers may be different about a VAT.
Many consumers may believethat aVAT tax would at least partialy fall on firms because
the VAT iscollected at each stage of production. Sincethe NST islevied only at the retall
level, consumers may more readily believe that they would pay the entiretax. Furthermore,
policymakers have the option as to whether the amount of aVVAT should be stated on retail
salesreceipts. The amount of aNST would be explicitly stated on sales receipts.

The lower visibility of the VAT relative to the NST may be either desirable or
undesirable depending on one’s political ideology. It can be argued that taxes should be
visible so that the costs of taxation may be compared with the benefits of government
spending. Conversely, it can be argued that people generally do not like the idea of paying
taxes; consequently, to finance public sector responsibilities, it is better to have taxes seem
as painless as possible.

LEGISLATION

H.R. 15 (Dingell). National Health Insurance Act. Providesfor aprogram of national
health insurance. Imposes afive percent value-added tax (VAT) to finance health benefits.
Revenuefromthe VAT would initially be deposited into the proposed Nationa Health Care
Trust Fund. Introduced January 4 2005; referred to the House Energy and Commerce
Committee and the House Ways and Means Committee. On January 25, 2005; referred to
Subcommittee on Health of the House Ways and Means Committee.

H.R.25(Linder). Fair Tax Act of 2005. To promote freedom, fairness, and economic
opportunity by repealing the income tax and other taxes, abolishing the Internal Revenue
Service, and enacting a national sales tax to be administered primarily by the States.
Introduced January 4, 2005; referred to the Committee on Ways and Means.

H.R. 1040 (Burgess). Freedom Flat Tax Act. Thishill would alow individualsto elect
irrevocably to pay aflat tax asan alternative to our currentincometax. Inthefirst two years,
the flat tax rate would be 19%, but in subsequent years the rate would declineto 17%. This
bill would become effect in tax year 2006. Introduced March 2, 2005; referred to the
Committee on Ways and Means.

H.R. 1601 (Fattah). Comprehensive Transform AmericaTransaction Fee Act of 2005.
Thisbill would requireastudy and comprehensiveanal ytical report ontransforming America
by reforming thefederal tax code through elimination of all federal taxes on individualsand
corporations and replacing the federal tax code with a transaction fee-based system.
Introduced April 13, 2005; referred to the Committee on Ways and Means.
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H.R. 4707 (English). Simplified USA Tax Act of 2006. Replaces the individual
income tax, the corporate income tax, and the estate and gift taxes with aborder-adjustable
businesstax (subtraction-method VV AT) and aprogressive consumed-incometax. Individuals
may utilizetheequivalent of universal Roth IRAsto encourage savings. Introduced February
8, 2006; referred to the Committee on Ways and Means.

H.R. 4725 (Goodlatte). Tax Code Termination Act. On December 31, 2009, this act
terminates the tax code except for Social Security taxes and Railroad Retirement taxes.
States that “ Congress ... declares that any new federal tax system should be ssmple and fair
...." Establishes a new federal tax, which has alow tax rate and eliminates the bias against
savings and investment. Requiresthat the new federal tax system be approved by Congress
not later than July 4, 2009. Introduced February 8, 2006; referred to the House Committee
on Ways and Means.

S. 25 (Chambliss). Fair Tax Act of 2005. To promotefreedom, fairness, and economic
opportunity by repealing the income tax and other taxes, abolishing the Internal Revenue
Service, and enacting a national sales tax to be administered primarily by the states.
Introduced January 24, 2005; referred to the Senate Finance Committee.

S. 812 (Specter). Flat Tax Act of 2005. Imposes a 20% flat rate consumption tax
(modified VAT) asareplacement of theindividual incometax, the corporateincometax, and
the estateand gift tax. Thisflat tax would consist of two components: awagetax and acash-
flow tax on businesses. Introduced April 15, 2005; referred to the Senate Finance
Committee.

S. 1099(Shelby). The Tax Simplification Act of 2005. Repeals the corporate income
tax, theindividual incometax, and the estate and gift tax, and replaces these taxeswith aflat
rate consumption tax of 19% for the first two years (declining to 17% in the third year).
Introduced May 23, 2005; referred to the Committee on Finance.

S. 1921 (DeMint). The Savings for Working Families Act of 2005. Replaces the
current individual income tax, the corporate income tax, and the estate and gift taxes with
an 8.4% national retail salestax and an 8.4% subtraction-method value-added tax (referred
to asabusinesstax). Introduced October 26, 2005; referred to the Committee on Finance.

S. 1927 (Wyden). Fair Flat Tax Act of 2005. Proposesto makethefederal incometax
system simpler, fairer, and morefiscally responsible. Introduced October 27, 2005; referred
to the Committee on Finance.

S. 2122 (Isakson). Date Certain Tax Code Replacement Act. Establishes within the
legidative branch a National Commission on Tax Reform and Simplification that shall
review and submit to Congress a report on (1) the present structure and provisions of the
Internal Revenue Code; (2) whether tax systemsimposed under the laws of other countries
could provide more efficient and fair methods of funding the revenue requirements of the
government; (3) whether the present income tax system should be replaced with aflat tax,
anational sales tax , or any other specified tax system; (4) whether the Internal Revenue
Code can besimplified, absent wholesal erestructuring or replacement; and (5) thetransition
costs(including thelength of timerecommended for asmooth transition) associated with any
changes to the present federal tax system. Authorizes appropriations for the Commission.
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Any new federal tax system would require approval by Congress no later than July 4, 2008.
If anew federal tax systemisnot approved by July 4, 2008, then Congresswould berequired
to vote to reauthorize the Internal Revenue Code of 1986. Introduced December 16, 2005;
referred to the Senate Committee on Finance.
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